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STATEMENT  OF  THE  ilEST  NATIONAL  BANX  OF  CHICAGO 
AND  THE  FIRST  TKUST  AND  SAYINGS  BANK  OF  CHI- 
CAGO, nr  FAVOR  OF  DEDVCnON-AT-SOTJRCE  AND  IN 

ANSWER  TO  THE  "DISCUSSION"  OF  JUNE  17,  1916,  BY 
A.  E.  HOLCOMB  AND  A.  C.  REABICK  OF  SUGGESTION  OF 
REPEALING  COLLECTION-AT-SOURCE  PROVISIONS  OF 
FEDERAL  INCOME  TAX  LAW  AND  SUBSTITUTIOV  OF  IN- 
FORJIATIOir-AT-SailBGE. 


,  AISWEE 

TO  THE  "DISCUSSION"  OF  JUNE  17,  1916,  BY  A.  E.  HOLCOMB 
AND  A.  C.  REARICK  OF  SUGGESTION  OF  REPEALING 
COLLECTION-AT-SOURCE  PROVISIONS  OF  FEDERAL  INCOME 
TAX.  LAW  AND  SUBSTITUTION  <W  INX^BJCATION-AT- 
■OtTBOB. 

Tiiis  Answer  made  on  behalf  of  The  First  National 
Bank  of  CMcago  and  the  First  Trust  and  Savings  Bank, 

Chicago,  is  desirous  of  accomplishing  two  things,  name- 
ly: 

1.  The  retention  of  the  deduction-at-source  feature  of 
the  Federal  Income  Tax  Law  and  the  abandonment  of 

the  suggested  information-at-source  substitution  in  its 
^aee. 

2.  The  repeal  of  that  portion  of  paragraph  £  of  Sec- 
tion n  of  the  Income  Tax  Law  reading  as  follows : 

"nor  shall  any  contract  entered  into  after  this  Act 
takes  effect  be  valid  in  regard  to  any  Federal  in- 
come tax  imposed  upon  a  person  liable  for  such  pay- 
ment." 

These  banks  contend  that  if  the  above  provision  in  the 
act  or  a  similar  one  is  retained,  and  if  deduction-at- 
source  is  abolished,  that  the  corporation  bond  market  of 
the  United  States  will  be  seriously  affected  and  that  cor- 
porate bonds  will  be  placed  at  a  great  disadvantage  in 
the  eyes  of  investors  as  against  corporate  sto<^s,  indi- 
vidual mortgage  loans  and  municipal  bonds,  and  that  the 
only  remedy  to  equalize  the  situation  will  be  an  increase 
of  the  interest  rate  on  corporation  bonds.  These  banks 
are  vitally  interested  in  protecting  a  market  for  corpora- 
tion bonds  they  have  built  up  among  their  thousands  of 
customers  over  a  period  of  some  forty  yeiUrs. 
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In  taking  tibis  stand  these  banks  support  the  same  po- 
sition taken  by  the  Investment  Bankers  Association  of 
America,  the  membership  of  which  comprises  practically 
every  bank,  partnership  or  eorpoiation  of  standing  in 
the  United  States  en^ikged  in  the  sale  of  municipal  and 
corporation  bonds. 

These  banks  would  naturally  prefer  that  the  entire 
system  of  eollection-at-source  be  abolished  without  the 
substitution  of  information-at-source,  but  if  Congress 
deems  it  necessary  to  have  either  one  they  consider  col- 
lection-at-source  by  far  the  preferable. 

The  Discussion  is  divided  into  six  numbered  parts 
and  a  conclusion.  The  As&wss,  follows  the  same  order, 
quoting  the  principal  points  raised  in  the  Discussion  and 
commenting  upon  each. 

I. 

PRELIMINAEY  STATEMENT. 

This  introduction  to  the  Discussion  states  that  Messrs. 
Holeomb  and  Beari<A:  are  members  of  the  Committee  of 
the  National  Tax  Association  on  the  Federal  Income 
Tax  and  that  the  Discussion  is  an  amplification  of  the  re- 
port of  that  Committee  made  in  August,  1915.  It  may 
be  assumed  from  the  preliminary  statement  that  their 
position  is  taken  in  connection  with  the  corporations  they 
represent  as  they  submit  the  Discussion  solely  as  indi- 
viduals and  "without  any  suggestion  that  it  represents 
the  views  of  other  members  of  the  Committee  or  that 
it  is  authorized  by  the  Association."  It  is  our  under- 
standing that  these  gentlemen  represent  some  of  the 
railway  interests  and  a  certain  class  of  public  utility  in- 
terests. ^ 
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II. 

JSTAIUBB  OF  INCOMB  TAZBS  AND  METHODS  OF  COLLECTION. 

1.  Discussion,  p.  3.  ''The  vital  matter  is  one  of 
.administration  pure  and  simple — nothing  else  is  be- 
fore us  or  should  be  before  us." 

Answer:  We  submit  that  the  first  question  for  Con- 
gress to  consider  is  the  one  of  administration,  but  that 
the  question  of  administration  cannot  be  separated  from 
its  effect  upon  the  business  of  the  country.  The  Dis- 
cussion as  a  whole  admits  this  by  concentrating  its  ar- 
gument upon  the  effect  of  the  present  method  of  admin- 
istration of  the  law  throng  collection-at-source  upon 
the  so-called  tax  free  covenant  regarding  the  payment 
of  interest  on  corporation  bonds.  By  exempting  munic- 
ipal bonds  from  its  provisions  the  Income  Tax  Law  has 
caused  thousands 'of  investors  to  seek  this  dass  of  secu- 
rities and  has  greatly  increased  the  market  for  these 
bonds.  The  requirement  of  the  filing  of  exemption  cer- 
tificates with  the  collection  of  interest  coupons  from  cor- 
poration bonds  has  caused  intense  dissatisfaction  among 
the  holders  of  these  securities  who  are  loath  to  disclose 
their  ownership  and  who  resent  the  anno3mnce  these  cer- 
tificates cause.  This  has  caused  thousands  of  them  to 
change  their  investments  to  stocks  and  individu^  mort- 
gage notes  where  no  certificates  are  required  and  to 
municipal  bonds  where  no  certificates  are  required  and 
which  are  not  taxable  at  all.  The  sellers  of  stocks,  mort- 
gage notes  and  municipal  bonds  have  used  the  situation 
as  a  strong  selling  argument  in  favor  of  these  securi- 
ties. The  only  strong  point  the  sellers  of  corporation 
bonds  have  to  offset  this  condition  is  a  higher  interest 
and  the  benefit  of  the  tax-free  covenant.  If  the  benefit 
of  the  tax-free  covenant  is  removed  the  only  answer  will 
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be  to  increase  interest  rates  on  corporation  bonds,  which 
can  be  done  on  praetically  only  new  issues,  leavh^  l^e 
enormous  amounts  of  old  issues  outstanding  at  a  great 
disadvantage. 

We  thiok  that  the  practical  effect  of  substitution  of 
information-at-source  for  deduction  at-source  will  mean 
a  reduction  of  practically  a  million  dollars  of  expendi- 
ture a  year  to  the  railway  companies  alone  in  the  United 
States  by  relieving  them  from  the  liability  under  their 
tax-free  covenants  in  bond  issues.  The  railway  com- 
panies pay  annually  about  $400,000,000  in  interest  upon 
their  bonds  and  similar  obligations.  The  normal  tas  of 
one  per  cent,  upon  this  interest  is  $4,000,000  a  year. 
It  is  estimated  that  by  means  of  individual  exemptions, 
corporate,  partnership  and  non-resident  alien  holdings  of 
these  bonds,  the  railway  corporations  are  obliged  to  pay 
annually  only  about  one-fourth  of  the  normal  tax  upon 
their  bond  interest,  and  this  amounts  to  practically 
$1,000,000.  The  railroads  have  an  established  market 
for  their  bonds  through  the  savings  banks  of  the  eastern 
states,  whose  laws  specifically  allow  investments  in  these 
bonds,  through  banks,  trust  companies  and  insurance 
companies,  large  banking  partnerships  and  non-resident 
aliens,  none  of  whom  can  take  advantage  -of  the  tax-free 
covenant.  The  result  is  their  bond  market  is  less  af- 
fected by  the  presence  or  absence  of  the  tax-free  cove^ 
nant.  The  general  run  of  industrial  and  public  utility  cor- 
porations throughout  the  country  depend  more  upon  a 
market  of  individual  investors  and  their  bond  market  is 
vitally  affected  by  this  clause. 

2.  Discussion,  pp.  4  and  6.  "All  students  agree 
that  a  personal  income  tax  cannot  readily  be  shifted 
but  tends  to  stay  where  placed.  This  is  perhaps 
the  most  important  point  to  be  remembered  in  this 
discussion.'*   "Space  forbids  elaboration  of  this 
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very  important  phenomenon  observable  in  the  opera- 
tion of  all  taxation,  but  we  remind  ourselves  of  the 
fundamental  advantage  of  the  income  tax  which,  in 
its  proper  form,  is  a  direct  and  unshif table  tax,  which 
indicates  incidentally  how  necessary  it  is  to  preserve 
that  feature  and  how  fatal  it  is  if  opportunity  for 
shifting  be  given  and  if  great  care  be  not  taken  to 
prevent  such  shiftiog  in     possible  ways.'* 

Answee:  In  our  opinion  the  effect  of  the  tax-free 
clause  in  corporation  bonds  under  the  deduetion-at- 
source  provisions  of  the  Income  Tax  Law  is  not  a  shift- 
ing but  a  capitalize^on  of  the  tax.  The  Discnssioir  on 
this  point  has  apparently  fallen  into  the  error  pointed 
out  by  Professor  Edwin  B.  A.  Seligman,  an  eminent  au- 
thority on  taxation  and  the  Chairman  of  the  Income  Tax 
Committee  above  referred  to.  In  Professor  Seligman  ^s 
book,  '*The  Shifting  and  Incidence  of  Taxation,"  page 
4  of  the  introduction,  he  draws  a  careful  distinction  be- 
tween shifting  and  capitalization  as  follows : 

"To  be  contrasted  ia  part  at  all  events,  witii  the 
shifting  of  taxation  is  the  capitalization  or  amorti- 
zation of  taxation.  The  chief  feature  of  this  phe- 
nomenon— is  the  fact  that  under  certain  circum- 
stances the  purchaser  of  the  taxable  object,  by  cut- 
ting down  the  purchase  price,  discounts  all  the  taxes 
whidi  he  may  b©  called  upon  to  pay  in  the  future. 
If,  for  instance,  the  ordinary  return  on  investments 
in  securities  is  five  per  cent,  and  a  tax  of  one  per 
cent,  is  imposed  on  a  particular  kind  of  corporate 
bonds  selling  at  par  the  price  of  these  bonds  will 
fall  from  par  to  eighty.  The  tax  will  be  amortized 
.  m  discounted  through  a  depreciation  of  the  capital 
value  of  the  bonds  by  a  sum  equal  to  the  capital- 
ized value  of  the  tax.  The  new  purchaser  thus  es- 
capes the  tax  which  he  is  compelled  to  pay  to  the 
Government  by  giving  so  much  less  for  the  bonds. 

The  few  writers  who  have  discussed  this  phe- 
nomenon generally  consider  capitalization  to  be  a 
kind  of  shifting.  In  a  certain  sense  indeed  there  is  a 
seeming  justification  for  this  view.   For  the  pur- 
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chaser  escapes  the  tax  by  throwing  it  off  or  shiftiug 
it  backward  upon  tiie  seller.  In  reality  however  a 
distinction  ought  to  be  observed  between  shifting  and 
capitalization.  Shifting  implies  a  process  applicable 
to  a  single  tax  or  to  a  tax  each  time  that  it  is  im- 
posed ;  capitalization  implies  a  process  applicable  to 
a  whole  series  of  taxes  and  takes  place  before  any  of 
them,  with  the  exiseption  of  tiie  first,  is  paid.  In  case 
of  a  dealer  who  shifts  a  tax  on  a  commodity  back  to 
the  producer  the  process  takes  place  each  time  the 
tax  is  levied,  and  the  producer  reduces  the  selling 
price  each  time  by  the  amount  of  the  tax.  In  case  of 
capitalization  the  purchaser  indeed  pays  the  tax,  but 
tlie  initial  possessor  or  vendor  reduces  the  price  by  a 
sum  equal  to  all  the  future  taxes  which  the  pur- 
chaser expects  to  be  called  upon  to  pay.  In  the  one 
case  we  have  the  shifting  back  of  a  single  tax ;  in  the 
other  case  we  have  the  throwing  back  of  a  whole  se- 
ries of  taxes  at  once.  For  capitalization  implies  a 
change  in  price  equal  to  the  capital  value  of  all  an- 
ticipated payments.  There  is  therefore  a  marked 
distinction  between  shifting  and  capitalization.  If 
a  tax  is  shifted  it  cannot  be  capitalized;  if  a  tax  is 
capitalized  it  cannot  be  shifted. ' ' 

Professor  Seligman  refers  also  to  the  capitalization  of 
a  tax  in  his  book  '^The  Income  Tax*'  published  in  1911 

and  says  on  page  605 : 

^'If,  for  instance,  the  normal  rate  of  interest  on 

securities  is  five  per  cent.,  and  a  five  per  cent,  bond 

has  been  selling  at  par  and  if  a  new  tax  of  one  per 
cent,  per  annum  be  imposed  upon  that  particular 
class  of  securities,  the  price  of  the  bond  wiU  fall 
from  100  to  about  80." 

In  the  illustration  above  referred  to  the  one  per  cent, 
per  annum  means  one  per  cent,  upon  the  principal  of 
the  bond.  The  normal  income  tax  amounts  to  one  per 
cent,  upon  the  interest  of  the  bond.  Applying  the  prin- 
ciple of  capitalization  to  the  normal  income  tax  it  would 
pn  this  theory  work  out  as  f  oUows : 

The  charge  to  the  corporation  that  assumes  to  pay 
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the  normal  income  tax  of  one  per  cent,  upon  the  interest 

of  a  five  per  cent,  bond  is  one-twentieth  of  one  per  cent, 
a  year,  so  that  instead  of  the  corporation  paying  five  per 
cent,  per  annum  for  the  use  of  its  money  it  is  paying 
five  and  one-twentieth  per  cent  per  annum.  This  one- 
twentieth  of  one  per  cent,  capitalized  would  be  about  one 
per  cent,  of  the  face  of  tiie  bond,  or  one  point  in  its 
selling  price.  This  would  mean  that  a  corporation  in 
selling  a  five  per  cent,  bond  to  the  wholesaler  would  have 
to  receive  one  point  more  for  the  bonds  in  order  to  cap- 
italize the  normal  income  tax  of  one  per  cent.  To  state 
it  another  way :  If  the  owner  of  a  five  per  cent.  $1,000 
bond  had  to  pay  the  normal  income  tax  on  it  he  would 
receive  an  annual  net  return  of  $49.50  instead  of  $50. 
The  result  would  be  the  fall  of  the  bond's  selling  price 
to  99  which  would  net  him  about  five  and  one-twentieth 
per  cent,  annually  or  five  per  cent,  net  after  paying  the 
tax.  If  the  corporation  failed  to  pay  the  tax  its  bonds 
would  bring  it  one  per  cent,  or  one  point  less  and  instead 
of  selling  at  par  would  sell  at  99.  If  it  agreed  to  pay 
the  tax  and  received  par  for  its  bonds  it  received  the 
benefit  of  the  capitalization  of  the  tax,  and  in  assuming 
the  tax  under  a  tax-free  covenant  was  out  no  more  than  it 
would  have  been  by  failing  to  assume  it  and  receiving 
less  for  its  bonds.  If  the  capitalization  of  a  tax  of  this 
character  were  unaffected  by  other  economic  factors  this 
would  be  the  advantage  gained  by  the  corporation  in 
selling  its  bonds  with  a  tax-free  covenant  and  assuming 
to  pay  the  normal  federal  income  tax.  Other  factors 
enter  into  the  problem  of  the  sale  price  of  bonds  but 
the  above  illustration  shows  the  trend  of  the  effect  of  the 
tax  and  its  capitalization. 

3.    Discussion,  p.  7.   "Of  course,  the  end  sought, 
'   from  the  standpoint  of  the  Government  is  to  collect 
the  tax  in  the  most  effective,  and  at  the  same  time 
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the  cheapest  manner,  but  obviously  this  is  only  an- 
other way  of  saying  the  same  thing,  because  what 
will  work  best  with  the  taxpayer— assuming  always 
that  it  be  intended  to  enforce  the  law  and  not  to  al- 
low it  to  be  a  dead  letter  as  in  the  case  of  the  general 
property  tax— will  work  best  from  the  Government 's 
standpoint.  The  two  parties  to  the  proceeding  are 
really  equally  benefited.  Stoppage-at-source  then  is 
to  be  considered  merely  as  a  method  and  not  as  an 
end,  the  end  being  the  collection  of  the  full  tax  de- 
manded by  ike  statute.** 

Answer  :  The  experience  of  England  seems  to  justify 
the  conclusion  that  coUection-at-source  accomplishes  the 
'  desired  result.  The  report  of  the  Departmental  Commit^ 
tee  of  1906  appointed  by  Parliament  to  consider  reform^ 
in  the  English  income  tax  law  concluded  among  other 
things  the  following: 

"Abandonment  of  the  system  of  'collection  at  the 
source*  and  adoption  of  the  principle  of  direct  per- 
sonal assessment  of  the  whole  of  each  person's  in- 
come would  be  inexpedient."  i 

This  report  was  made  after  an  experience  of  about 
seventy-five  years  with  the  income  tax  in  England  col- 
lected at  the  source.  Collection  at  the  source  was  orig- 
inated in  1803  and  the  law  itself  was  not  operative  ap- 
proximately between  the  years  1815  and  1842.  The  Com- 
xnittee  of  1906  also  said,  referring  to  the  graduation  of  the 
tax,  tiiat  'the  assessment  directly  upon  the  income  in  its 
entirety  would  involve  abandonment  of  the  stoppage  at 
the  source  principle,  £md  refemng  to  this  principle 
further  said: 

"The  importance  of  retaining  a  principle  which  is 

mainly  responsible  for  the  present  development  of 
the  tax  and  the  ease  with  which  it  is  collected  and 
the  extreme  imdesirability  of  doing  anything  which 
would  reduce  its  efficiency,  oan  scarcely  be  overesti- 
mated, *' 
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Professor  Seligman  in  his  work  on  the  income  tax 
above  referred  to  says  cn  page  216: 

"This"  (stoppage-at-source)  "is  perhaps  the  chief 

cause  of  the  great  success  of  the  English  income 
tax." 

4.  DisoxTSSiosr,  pp.  7  and  8.  "We  must  first  of  all 
briefly  examine  the  English  Income  Acts  to  see  if 
they  in  reality  impose  such  a  tax  as  we  have  been 
discussing.  This  examination  will  bring  out  the  fact 
that  these  English  acts  proceeded  primarily  upon 
the  theory  that  what  was  bein^  reached  was  the  in- 
come as  siich  rather  than  the  recipient  thereof.  A 
tax  was  imposed  upon  this  income  without  any  re- 
gard whatever  to  the  situation  of  the  recipient  and 
in  fact  the  emphasis  is  all  the  time  upon  the 
*  source/  The  tax  is  in  reality  laid  upon  the  source 
with  respect  to  income  in  his  possession.'^  "The 
tax  is  really  not  one  single  tax  as  with  us  upon  the 
individual  with  respect  to  his  net  income,  but'^rather 
a  series  of  quite  distinct  taxes  contained  in  separate 
schedules  and  levied  uponf  gross  income/- 

Answer  :  The  purpose  of  this  statement  is  evidently 
to  show  that  while  collection-at-source  is  successful  in 
England  it  would  not  be  in  the  United  States  because 
the  tax  is  of  different  character.  In  our  opinion  there 
is  no  difference  in  effect  between  the  English  Act  and  the 
Federal  Income  Tax  Law  and  both  are  direct  taxes  upon 
net  incomes,  although  the  procedure  of  collecting  the  tax 
is  somewhat  different,  ours  being  more  considerate  and 
more  just  in  its  administration.  The  English  Income  Tax- 
is a  direct  tax  upon  the  owner  of  the  income.  In  the 
twenty-eighth  report  of  the  Commissioners  of  Inland 
Bevenue  of  England  it  is  stated : 

"The  tax  affects  a  greater  number  of  persons  than 
any  other  direct  tax  could." 

In  the  same  report  the  following  is  stated: 

"In  1803  the  present  system  of  charging  incomes 
upon  all  property  and  profit  at  their  first  source 
was  introduced."    (Italics  are  ours.) 
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While  the  tax  under  the  English  Act  is  collected  upon 
the  gross  income  it  is  reduced  to  a  tax  on  net  income  by 
a  system  of  allowances,  abatements  and  deductions  elab- 
orately  set  out  in  the  act. 

That  the  English  Income  Tax  is  a  direct  tax  upon  th^ 

0"wner  of  the  income  even  though  collected  at  the  source, 
is  dearly  shown  by  Section  103  of  the  Act  of  1842. 
Schedule  A  of  the  act  provides  that  a  tax  shall  be  levied 
upon  the  ownership  of  lands,  and  under  the  ninth  rule  of 
Schedule  A,  shall  be  paid  by  the  tenant  if  the  tenant  be 
in  possession.  The  court,  in  the  case  of  Lamb  v.  Brew- 
ster (1879),  L.  R.,  4  Q.  B.  D.,  607,  in  construing  this 
portion  of  the  act,  regarding  the  payment  of  rent  in  full, 
said: 

"The  substance  of  Sect.  103  is,  that  although  the 
tax  is  levied  upon  the  tenant  who  is  in  occupation, 
yet  the  kmdlord  is  ultimately  to  bear  the  burden  of  it, 
and  that  any  agreement  to  the  contrary  is  void.  In 
order  to  cast  the  burden  upon  the  landlord,  it  is  un- 
necessary to  hold  that  an  agreement  is  illegal,  if  it 
provides  that  the  tenant  shall  in  the  first  instance 
pay  the  rent  without  deducting  the  tax,  and  that  the 
landlord  will  subsequently  repay  him ;  for  the  object 
of  the  statute  is  thereby  fulfilled."  (Italics  are  ours.) 

It  is  unnecessary  to  quote  further  authorities  to  show 

that  the  English  tax  is  a  direct  tax  upon  the  income 
owner.  It  is  also  unnecessary  to  go  into  any  discussion 
in  regard  to  the  Federal  Income  Tax  being  a  direct  tax. 
This  was  definitely  settled  in  the  case  of  PoUoch  y. 
Farmers  Loan  S  Trust  Co.,  157  U.  S.,  563.  We  consider 
the  distinction  attempted  to  be  drawn  in  the  Discussiok 
between  the  two  acts  is  one  of  shadow  and  not  of  sub- 
stance. 

5.  Discussion,  p.  9:  Besides  this,  and  most  im- 
portant to  remember,  the  English  law,  practically 
contemporaneously  with  the  adoption  of  the  plan  of 
collection  at  the  sonroe,  enacted  extremely  definite, 
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distinct  and  effective  measures  to  prevent  shifting 
through  contracts  between  debtor  and  creditbr.  All 
such  contracts  whether  made  prior  to  the  enactment 
of  the  law  or  after,  are  made  absolutely  void  and 
severe  penalties  are  provided  for  failure  to  obey  the 
statutory  provisions  and  permit  the  required  deduc- 
tions." 

Answer:  In  our  opinion  while  this  statement  is  tme 
upon  its  face  it  does  not  have  the  effect  upon  F^ng^igh 
corporate  financing  that  a  provision  in  the  Federal  In- 
come Tax  Law  prohibiting  tg^-f  ree  contracts  in  corporate 
bonds  would  have  upon  financing  in  the  United  States. 

Section  103  of  the  EngUsh  Act  of  1842  provides  in 
substance  that  contracts,  covenants  and  agreements  for 
the  payment  of  certain  incomes  without  allowing  de- 
ductions are  void.  The  prohibitions  extend  to  rents 
paid  by  tenants  under  Schedule  A,  interest,  annuities  and 
dividends  payable  out  of  public  revenue  under  Sched- 
ule C,  payments  made  by  the  Government  under  Sched- 
ule  E  such  as  salaries,  not  taxed  under  Schedule  C,  and 
interest  paid  annually  under  Schedule  D.  .  The  word 
"dividend"  as  used  in  reference  to  Schedule  C  is  not  a 
dividend  as  w^e  understand  it,  that  is,  a  dividend  re- 
ceived on  account  of  capital  stock  of  a  corporation,  but 
interest  upon  public  bonds  which  in  England  are  called 
stocks.  It  is  to  be  noted  that  the  prohibition  does  not 
extend  to  dividends  paid  upon  the  shares  of  stock  of 
English  corporations.  In  England  corporate  financing  is 
carried  on. principally  by  means  of  the  selling  of  sto^  or 
shares,  the  strict  English  Companies  Acts  having  made 
it  possible  to  finance  through  stocks  in  that  country  as 
we  do  through  bonds  in  the  United  States.  English  rail- 
roads, for  example,  were  built  largely  out  of  stocks  with 
a  small  bonded  debt,  while  in  this  country  they  were  built 
out  of  bonds  with  the  stock,  in  the  early  days,  issued 
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largely  as  a  bonus.  Dividends  in  England  payable  free 
of  the  income  tax  have  the  same  prominence  that  tax 
free  bond  interest  does  in  the  United  States.  A  large 
part  of  the  financing  which  is  of  a  character  of  that  ob- 
tained in  this  country  through  the  proceeds  of  bonds,  ia 
obtained  in  England  through  the  sale  of  preference  or 
preferred  shares  and  debenture  shares.  These  shares, 
like  preferred  shares  in  the  United  States,  bear  fixed 
rates  of  interest  and  are  practically  loans.  It  is  a  settled 
principle  of  corporation  law  that  preferred  sto^s  are 
much  in  the  nature  of  loans.  Many  authorities  can  be 
cited  to  this  effect,  but  tiie  principle  is  so  well  recognized 
that  it  is  considered  unnecessary  to  do  so.  An  examina- 
tion of  the  Stoc!^  Exchange  Year  Book  for  the  year  1916, 
published  in  London,  will  disclose  how  common  is  the 
practice  of  paying  such  dividends  tax  free.  By  way  of 
illustration,  London  &  Kiver  Plate  Bank,  Ltd.,  paid  up 
capital  £1^00,000,  i>ays  its  dividends  tax  free  now  even 
with  the  high  rate  of  the  income  tax  during  the  war; 
London  City  &  Midland  Bank,  Ltd.,  paid  up  capital, 
£4,700,000,  paid  its  dividends  tax  free  until  last  year; 
North  British  &  Mercantile  Insurance  Company,  paid 
up  capital  £2,750,000,  paid  its  dividends  tax  free  before 
the  war;  British  American  Tobacco  Co.,  Ltd.,  paid  up 
capital  £10,700,000,  pays  its  dividends  tax  free  even  now. 
These  are  a  few  random  examples  of  numerous  cases 
of  this  character.  It  will  thus  be  seen  that  the  income 
tax  law  of  England  does  not  prohibit  tax  free  income 
payments  in  the  case  of  those  securities  which  most  se- 
riously affect  the  nation's  corporate  financing. 
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III. 

THE  FBBSBKT  ACT  AND  ITS  MBTHODS  OF  CX>LLBCTI0]9'. 

1.  Discussion,  pp.  12  and  13 :  "The  withholding 
in  our  law  is  throughout  not  one  really  an  assessment 
in  the  hands  of  the  source  which  at  ofice  separates 
the  income  withheld  while  in  the  hands  of  the  source 
and  relieves  him  to  that  extent  by  direct  statutory 
mandate  from  obligations  which  may  be  due  his  cred- 
itor. The  sum  withheld  is  rather  a  fund  in  his  hands 
to  be  held  by  him  as  agent  or  referee,  as  it  were,  as  a 
sort  of  security  pending  later  and  final  action  by  the 
Govenunent,  resulting  in  an  assessment  and  a  con- 
sequent direction  to  turn  over  the  amount  to  the 
Government  in  satisfaction  of  a  tax  upon  the  payee. 
It  is  thought  that  just  here  arises  much  of  the  dis- 
satisfaction and  confusion  resulting  from  the  opera- 
tion of  these  withholding  provisions  in  the  case  of 
our  law." 

Answer:  After  two  full  years'  experience  in  acting 
as  fiscal  agent  for  corporations,  involving  the  payment 
annually  of  about  $12,000,000  of  coupons  for  corporate 
bond  interest,  we  have  failed  to  find  a  smgle  case  where 
the  full  amount  collected  by  us  as  the  source  was  not 
assessed  against  us  as  fiscal  agent  at  the  dose  of  the 
year  in  accordance  with  our  returns  to  the  Government. 
The  statement  above  seems  to  us  to  embody  a  purely 
theoretical  objection.  In  our  opinion  the  advantage  in 
our  act  in  allowing  the  owner  of  income  to  claim  his  ex- 
emption at  the  time  his  income  is  paid  to  him  by  the 
source  is  a  distinct  advantage  and  is  far  better  than  the 
injustice  of  the  English  Act  under  which  the  Government 
collects  the  tax  on  his  income  whether  he  is  entiUed  tp 
exemption  or  not,  and  compels  him  to  go  through  a  proc- 
ess of  claiming  refunds  in  order  to  give  him  the  benefit 
of  his  exemption. 

2.  Discussioir,  p.  15:  **To  be  sure,  the  taxpayer 
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may  be  and  is  permitted  by  the  law  to  file  with  the 
withholding  agent  his  claim  for  relief  from,  with- 
holding to  the  amount  of  his  individual  exemption.  • 
But  it  is  obviously  impossible  for  him,  until  after 
the  close  of  the  tax  year,  to  obtain  any  benefit  from 
those  provisions  of  the  act  which  purport  to  relieve 
him  from  the  operation  of  the  withhoh^g  provisions 
in  respect  of  deductions  for  expenses  of  transacting 
business,  for  taxes,  for  losses  incurred  in  trade,  etc.'' 

Answer  :   This  seems  to  us  to  emphasize  a  very  minor 

point  for  the  purpose  of  discrediting  the  enormous  ad» 
vantages  that  are  obtidned  by  means  of  the  exmption 
certificates.  The  great  bulk  of  exemptions  are  claimed  on 
account  of  bond  coupon  payments  and  the  number  claimed 
by  means  of  the  annual  income  exemption  certificate 
above  mentioned  we  believe  is  infinitesimal  in  compari- 
son. 

3.  Discussioisr,  p.  16:  Furthermore,  all  of  this 
inconvenience,  annoyance  and  injustice  is  incurred 
for  the  sake  of  collecting  a  relatively  insignificant 

amount  of  the  tax.  We  are  informed  that  out  of  the 
total  amount  realized  by  the  Government  from  the 
Income  Tax  in  1914,  amounting  to  approximately 
$80,000,000,  only  $5,500,000  was  collected  at  the 
source,  the  remainder  being  wholly  assessed  and  col- 
lected on  the  basis  of  personal  returns,  either  of  in- 
dividuals or  corporations.'* 

Answer  :  This  does  not  seem  a  fair  statement  of  the 
ease  regarding  the  coUeetion-at-source  feature  of  the 
act.  The  report  of  the  Commissioner  of  Intemal  Reve- 
nue for  the  year  1914  above  referred  to  shows  the  cor- 
poration tax  collected  as  $39,144,531.71  and  the  personal 
income  tax  collected  as  $41,046,162.09.  Out  of  this  total 
the  normal  income  tax  was  $16,559,492.93,  and  there  was 
collected  at  the  source  a  normal  tax  of  $5,528,365.71.  The 
only  tax  that  it  was  possible  to  collect  at  the  source,  as 
the  term  is  generally  used,  was  approximately  $40,000,- 
000,  of  which  approximately  $25,000,000  was  additional 
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tax  collected  through  personal  returns.  The  collections 
at  the  source  amounted  to  practically  one-third  of  the 
normal  tax  and  one-eighth  of  the  total  personal  tax.  In 
its  last  analysis,  however,  the  corporation  tax  must  be 
considered  as  a  tax  upon  individual  stockholders  col- 
lected at  the  source  of  their  income,  that  is,  through  the 
corporation  paying  the  dividends.  This  principle  is 
clearly  recognized  in  the  exemption  provisions  of  the 
Federal  Income  Tax  Law  by  which  stockholders  are  al- 
lowed to  deduct  dividends  from  their  personal  returns 
of  income  for  the  purpose  of  assessing  the  normal  tax 
just  as  they  are  allowed  to  deduct  their  other  income  on 
which  the  tax  has  been  collected  at  the  source. 

Professor  Seligman  recognizes  this  as  a  proper  classi- 
fication of  the  corporation  tax  in  his  work  on  taxation, 
saying,  on  page  526,  that  the  Income  Tax  Law  of  1894 
made  only  two  attempts  to  apply  the  principle  of  stop- 
page-at-source,  corporations  were  to  deduct  the  tax  from 
dividends  and  the  Government  was  to  deduct  it  from  the 
salaries  of  public  officials.  The  only  provision  in  the 
Act  of  1894  relating  to  the  withholding  of  a  tax  from 
dividends  was  a  provision  for  a  tax  of  two  per  cent,  on 
the  net  profit  of  corporations  and  the  individual  in  esti- 
mating his  net  income  was  allowed  to  deduct  the  divi- 
dends received  from  corporations  liable  to  such  tax 
upon  their  net  incomes.  This  is  predsely  the  same  as  in 
the  present  act  and  Professor  Seligman 's  reasoning 
would  be  as  applicable  to  the  present  act  as  to  the  Act 
of  1894.  If  this  view  of  the  case  is  tenable,  then  the  Gov, 
emment  collected  at  the  source  in  1914  over  $44,600,000 
of  normal  tax. 
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TAX-FBBB  COVBlTAirCS  AKD  SHIFTIira  07  THB  TAX. 

1.  Discussion,  p.  17.  "Unfortunately,  income 
tax  legislation  in  the  United  States,  until  the  enact- 
ment of  the  present  act,  has  failed  to  recognize  the 
vicious  nature  of  these  covenants  to  pay  without  de- 
duction and  their  destructive  effect  upon  ability  tax- 
ation, although  we  have  in  certain  instances  adopted 
methods  involving  in  a  qualified  way,  the  principle 
of  collection  at  the  source." 

Answbk  :  Previous  portions  of  the  Discussioir,  which 
have  been  commented  on  in  another  part  of  this  Answer 
have  stated  that  these  covenants  caused  a  shifting  of  the 
tax  and  have  implied  that  they  are  bad  and  wicked. 
The  Discussion  has  failed,  however,  to  point  out  any 
substantial  evil  that  has  flowed  from  such  a  so-called 
shifting  and  the  statement  that  they  are  "vicious"  is 
apparently  gratuitous.  We  have  shown,  however,  on  the 
authority  of  the  Chairman  of  the  Committee  to  which  the 
proponents  of  the  Discussion  belong,  that  these  cove- 
nants do  not  cause  a  shifting  but  a  capitalization  of  the 
tax.  As  a  matter  of  fact,  Congress,  not  being  properly 
educated  xipon  the  subject,  probably  did  not  see  that 
such  covenants  were  V vicious"  or  it  would  not  have  ex- 
pressly recognized  them  as  valid  as  it  did  in  Section  122 
of  the  Act  of  1864  referred  to  in  the  Discussion.  Con- 
gress at  that  time  probably  considered  that  such  con- 
tracts were  the  natural  outgrowth  of  an  economic  situa- 
tion in  corporate  financing  following  a  collection-at- 
source  provision  of  the  law. 

2.  Discussion,  p.  17.   "From  an  examination  of 

very  many  corporate  mortgages,  we  think  it  very 
clear  that  the  history  of  tax-free  covenants  in  cor- 
porate mortgage  bonds  in  the  United  States  dates 
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from  these  provisions  of  the  Civil  War  Income  Tax 
Acts.  The  earliest  instance  of  the  clause  which  we 
have  discovered  is  in  a  mortgage  of  the  Jefferson 
Eailroad  (a  Pennsylvania  corporation)  executed 
in  1868." 

Ahswbr:  The  history  of  tax-free  covenants  in  cor- 
porate mortgage  bonds  of  this  country  probably  dates 
not  from  the  provisions  of  the  F^eral  Acts  but  from 
the  peculiar  laws  of  the  State  of  Pennsylvania.  If  the 
authors  of  the  Discussion  had  discovered  the  mortgage 
of  the  Harrisburg,  Portsmouth,  Mount  Joy  &  Lancaster 
Railroad  securing  its  first  mortgage  four  per  cent,  bonds, 
which  mortgage  was  dated  July  1, 1853,  they  would  have 
found  a  provision  to  pay  interest  without  deduction  of 
any  tax  which  the  company  was  required  to  retain  by  the 
provisions  of  the  law  of  Pennsylvania.  The  Philadel- 
phia &  Erie  4s  issued  under  a  mortgage  issued  in  1869 
contain  a  similar  provision  relating  only  to  the  Penn- 
sylvania law.  Both  of  these  mortgages  are  underlying 
mortgages  of  the  Pennsylvania  system  and  an  examina- 
tion of  other  underlying  mortgages  of  the  same  system 
shows  that  subsequent  to  the  Act  of  1864  the  tax-free 
clause  was  altered  to  include  also  United  States  taxes, 
and  in  other  underlying  mortgages  of  the  same  system 
was  altered  to  include  United  States  taxes  and  taxes, 
in  one  case  of  New  Jersey,  taxes  of  Maryland  in  an- 
other, and  taxes  of  the  District  of  Columbia  in  another. 
The  permission  to  employ  a  tax-free  covenant  contained 
in  the  Act  of  1864  probably  was  suggested  by  the  prac- 
tice in  Pennsylvania  mortgages.  This  would  indicate 
that  the  recognition  of  the  tax-free  covenant  by  tiie  Act 
of  1864  was  a  recognition  of  a  contract  between  the 
parties  natural  and  proper  to  equalize  the  efi^ect  of  a 
tax  on  corporate  financing. 

3.   Discussion,  p.  18.   "As  was  pointed  out  in  the 
Committee's  report,  the  tax  imp<^Bed  by  the  Civil 
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War  Acts  referred  to,  was  hold  by  the  Supreme 
Court  of  the  United  States  to  be,  not  an  income  tax 
upon  the  holders  of  the  corporate  obligations  af- 
fected, but  an  excise  tax  npon  the  business  of  the 

corporation  in  respect  of  its  interest  payments,  the 
company  being  merely  granted  the  privilege  of 
passing  this  tax  on  to  the  holders  of  its  securities. 
In  other  words,  the  clause  had  its  inception  in  this 
country,  not  as  a  means  of  shifting  the  burden  of 
the  tax  from  the  person  upon  whom  it  was  primarily 
laid  to  another  person,  but  in  order  to  avoid  the 
provision  of  the  act  which  permitted  the  corporation 
to  shift  Us  tax  to  the  bondholder." 

Answer:   The  Committee's  report  referred  to  cites 

Railroad  Company  v.  Collector,  100  U.  S.,  595,  and 

United  States  v.  Erie  Railroad  Company,  106  U.  S.,  327. 

The  syllabus  of  the  decision  in  Railroad  Gompamff  v. 

Collector,  100  TJ.  S.,  595,  is  as  follows : 

"Tax  on  interest  paid  by  corporations  under  Sec. 
122  of  the  Internal  Revenue  Law  as  amended  by  th^ 

Act  of  1866,  is  an  excise  tax  on  the  business  of  these 
corporations,  to  be  paid  by  them  out  of  their  earn- 
ings, income  and  profits." 

In  the  opinion  in  the  case  Justice  Miller  says  that  the 
tax  was  not  laid  on  the  bondholder  but  on  the  corpora- 
tion. How  important  is  this  decision  may  be  inferred 
from  the  statement  of  Chief  Justice  Fuller  who  referred 
to  it  in  his  opinion  in  the  case  of  Pollock  v.  Farmers  Loan 
S  Trust  Compamy.  He  said  as  to  its  weight  in  deter- 
mining what  an  excise  tax  is : 

"And  Mr.  Justice  Miller  in  delivering  the  opinion 
said:  *As  the  sum  involved  in  the  suit  is  small  and 
the  law  under  which  the  tax  was  collected  has  long 
since  been  repealed,  the  case  is  of  little  consequence 
as  regards  any  principle  involved  in  it  as  a  ride  of 
fvtwre  action.*  "    (The  italics  are  ours.) 

The  case  of  United  States  v.  Erie  Railroad  Company, 
106  U.  S.,  327,  was  decided  on  the  strength  of  Railroad 
Company  v.  Collector.  The  decision  of  United  States  v. 
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Erie  Railroad  Company  was  evidently  reached  after  a 
great  deal  of  diseussion,  and  the  syllabus  does  not  say 

that  the  tax  levied  by  Section  122  was  an  excise  tax 
but  says 

"railway  company  is  liable  to  pay  a  tax  of  5  per 
cent,  on  the  interest  which  it  has  paid  to  non-resi- 
dent alien  owners  and  holders  of  its  coupons  and 
bonds." 

Chief  Justice  Waite,  in  delivering  his  opinion  on  this 
case,  does  not  say  specifically  that  it  is  an  excise  tax  on 
corporations,  but  in  a  short  statement  said  that  the  case 
was  decided  on  authority  of  Railroad  Company  v.  Col- 
lector. Justice  Bradley  (Justice  Harlan  concurring)  de- 
livered a  separate  opinion  in  which  he  said  the  follow- 
ing: 

"I  concur  in  the  judgment  of  the  court  in  this 

case,  but  not  for  the  reasons  given  in  the  case  o^ 
R.  R.  V.  Collector.  I  concurred  in  the  judgment  in 
that  case,  as  in  this,  on  grounds  essentially  differ- 
ent than  those  given  by  the  court.  I  always  re- 
garded the  tax  which  by  the  122nd  section  of  the 
Intenial  Revenue  Act  of  1864  was  laid  upon  the  in- 
terest payable  upon  the  bonds  and  upon  the  divi- 
dends declared  on  the  stock,  of  railroad  and  other 
corporations,  as  a  tax  on  the  income  pro  taaiio  of 
tile  holders  of  such  bonds  and  stock." 

In  his  separate  opinion  Justice  Bradley  cited  Stock- 
dale  V.  Insurance  Company,  20  "Wall.,  333,  in  which  he, 
with  Justices  Waite,  Strong,  Davis  and  Field,  expressed 
in  separate  opinions,  that  the  tax  was  on  the  individual's 
income  and  not  on  the  corporation. 

Justice  Field  in  an  able  dissenting  opinion  in  United 
States  V.  Erie  Railroad  Co.,  said: 

"The  122nd  section  of  the  Revenue  Act  of  1864 
as  amended  by  the  Act  of  1866,  subjects  the  interest 
on  the  bonds  of  the  company  to  a  tax  of  5  per  cent, 
and  authorizes  the  company  to  deduct  it  from  the 
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amoimt  payable  to  the  coupon  holder.  The  com- 
pany is  thns  made  the  agent  of  the  Government  for 

the  collection  of  the  tax.  It  pays  nothing  itself ;  the 
tax  is  exacted  from  the  creditor,  or  party  who  holds 
the  coupons  for  interest.  No  collocation  of  words  can 
change  this  fact." 

Professor  Seligman  in  his  work  on  the  income  tax 

above  quoted  on  page  444,  says  referring  to  the  tax  re-, 

quired  by  the  Act  of  1864  to  be  paid  by  corporations  on 

dividends  and  interest  on  bonds: 

**The  dividend  and  interest  tax  and  the  salary 
tax,  although  separately  mentioned,  were  really  a 
part  of  the  income  tax.  To  this  extent,  tiierefore, 
the  principle  of  stoppage-at-source  was  applied." 

The  above  two  eases  cited  in  the  Discnssioir  would 

thus  appear  to  be  feeble  support  of  the  contention  there 
set  ont  and  Professor  Seligman,  the  Chairman  of  the 
Committee  citing  them,  evidently  reached  a  different  con- 
dnsion  when  he  wrote  his  book  on  the  income  tax. 

4.  DiscussiOF,  p.  18.  "How  far  beyond  its  orig- 
inal scope  the  tax-free  clause  has  gone  and  how  un- 
fortunate it  is  that  its  use  was  not  prohibited  at  the 
start,  is  shown  by  the  following  typical  form,  taken 
from  a  recent  indenture: 

'Both  the  principal  and  interest  of  this  bond  are 
payable  without  deduction  for  any  tax  or  taxes,  as- 
sessment or  assessments,  or  other  governmental 
charges,  which  the  company  may  be  required  or  per- 
mitted to  pay  thereon,  or  to  retain  therefrom,  under 
any  present  or  ftitnre  law;  of  the  United  States  or 
of  any  state,  county,  municipality  or  other  lawful 
taxing  authority  therein.' 

This  clause  appears  in  substantially  this  form 
with  minor  variations  in  the  great  majority  of  cor- 
porate mortgages  made  during  the  twenty-five  years 
prior  to  the  enactment  of  the  present  Income  Tax 
Law." 

Awswbr:  We  think  that  the  above  quoted  form  of 
tax-free  clause  is  typical  of  the  form  in  which  it  ap- 
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pears  in  the  great  majority  of  corporate  mortgages. 
The  object  of  the  original  tax-free  clauses  was  to  obtain 
the  payment  in  full  of  the  obligations  containing  such 
clauses.  The  holders  of  corporate  bonds  had  seen  tax 
acts  framed  to  allow  deduction  of  the  tax  from  interest 
and  conceived  the  idea  that  tax  laws  might  be  passed 
requiring  a  deduction  of  a  tax  at  the  time  of  payment  of 
principal.  Had  the  originators  of  the  clause  seen  some 
of  the  provisions  of  inheritance  inquisition  statutes  of 
some  of  the  states,  which  often  become  effective  when  a 
bond  at  maturity  stands  registered  in  the  name  of  a  de- 
cedent, they  might  not  have  been  criticized  for  including 
principal  as  well  as  interest  in  the  covenant.  As  the 
matter  stand  the  provision  affects  interest  only  under 
the  Income  Tax  Law  and  we  fail  to  see  how  anyone  has 
been  damaged  by  the  breadth  of  the  covenant. 

5.  Discussion,  p.  19.  "Now,  we  think  it  proper 
at  the  outset  to  point  out  that  the  Government  was 
not  a  party  to  these  contracts ;  that  they  exist  purely 
between  the  corporations  and  their  creditors,  and 
that  agreements  of  this  kind  cannot  in  any  view  be 
held  to  control  the  action  of  Congress,  if  it  deter- 
mines from  the  standpoint  both  of  efficiency  and  of 
the  interests  of  the  community  as  a  whole,  that  it  is 
sounder  policy  to  impose  the  tax  directly  upon  the 
redpient  of  the  income." 

Airswmi:  We  would  agree  with  this  statement  pro- 
vided Congress  were  to  abolish  the  entire  system  of  col- 
lection-at-souroe  and  it  were  not  proposed  by  the  Dis- 
cussion to  substitute  information-at-source.  As  will  be 
pointed  out  in  a  later  part  of  this  Auswbb  the  substi- 
tution of  information-at-source  for  deduction-at-source 
will  have  the  same  effect  upon  the  market  for  corpora- 
tion bonds  that  deduction-at-source  has  at  the  present 
time.  It  is  a  well  known  maxim  of  taxation  that  taxes 
should  be  administered  in  sudi  a  way  as  to  least  inter- 
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fere  with  trade  conditions.  If  the  effect  and  cost  to  the 
Government  of  information-at-sonrce  and  dednction-at- 
Bonree  are  practically  the  same,  then  Congress  should, 
as  a  matter  of  public  policy,  carefnlly  consider  the  effect 
of  the  tax-free  dause  upon  corporate  financing  in  the 

United  States. 

.6.  Discussion,  p.  20.  "But  we  venture  to  sug- 
gest further  that  the  one  essential  feature  of  the 
argument  to  which  we  have  referred  seems  unsound. 
We  think  it  cannot  be  demonstrated  that  the  original 
purchaser  of  the  tax-free  bond  paid,  or  that  the 
corporation  received,  any  ponderable  consideration 
for  the  contracts  referred  to." 

Answee:  We  do  not  know  just  how  large  a  "ponder- 
able consideration**  is  and  we  think  it  would  be  extreme- 
ly difficult  to  prove  in  dollars  and  cents  the  considera- 
tion received  by  any  corporation  for  the  tax-free  cove^ 
uant  in  its  bonds.   It  is,  and  has  been  since  the  early 
nineties,  one  of  the  covenants  generally  insisted  upon 
as  a  result  of  the  tax  law  in  Pennsy  lvania  and  the  threat- 
ened tax  law  in  other  states  as  well  as  the  experience  of 
investors  under  the  Federal  Act  of  1864.   The  tax-free 
covenant  is  one  of  a  number  of  elements  which  go  to 
fix  the  price,  the  corporation  receives  for  its  bonds,  such 
as  maturity,  interest  rate,  sinking  fund  provisions,  char, 
acter  of  Uen,  j^lace  of  payment,  call  provisions,  and 
other  essential  elements  that  might  be  mentioned.  It 
would  be  difficult  to  demonstrate  that  the  original  pur- 
chaser of  any  bond  paid  in  dollars  and  cents  any  sep- 
arable and  definite  part  of  the  consideration  for  any  of 
these  essential  elements,  but  to  argue  that  any  one  of 
these  elements  is  not  an  important  factor  in  determin- 
ing the  price  a  corporation  receives  for  its  bonds  would 
be  to  belittle  the  judgment  of  anyone  having  any  knowl- 
edge of  dealings  in  corporate  securities. 

7.  Discussion,  p.  21.   "We  are  incUned  to  the 
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view  that  these  contracts,  originating  as  we  have 
pointed  out  at  the  time  of  the  CivU  War  Acts,  were 
continued  by  mere  inertia,  so  to  speak,  as  the  dause9 

permitting  trustees  in  such  mortgages  to  enter  and 

operate,  and  conferring  upon  such  trustees  strict 
power  of  sale  which,  while  universally  incorporated, 
are  never  resorted  to  in  practice. ' ' 

Attswer:  The  general  history  of  the  tax-free  clause 
in  the  United  States  may  be  illustrated  by  referring  to 
its  occurrence  in  the  mortgages  of  three  large  systems. 
In  the  examination  of  twenty-nine  mortgages  of  the  New 
York  Central  Railroad  Company  and  its  controlled  lines, 
seven  were  issued  from  1874  to  1890,  and  of  these  seven 
only  one  had  the  tax-free  clause.  Of  the  remaining 
twenty-two  which  were  issued  from  1890  to  June,  1913, 
all  had  the  tax-free  clause  but  one,  which  was  issued  in 
1892. 

In  our  examination  of  twenty-eight  mortgages  of  the 
Atchison,  Topeka  &  Santa  Fe  Railroad  and  its  controlled 
lines,  we  found  seven  were  issued  from  1879  to  1890, 
and  of  these  none  contained  tax-free  clauses.  Of  the  re- 
maining twenty-one,  which  were  issued  horn  1890  to 
1914,  all  but  five  had  the  tax-free  clause,  and  one  of 
these,  issued  in  1914,  covenanted  to  pay  free  of  all  taxes 
but  the  Federal  Income  Tax. 

In  the  examination  of  twenty-three  mortgages  of  the 
Southern  Railway  and  its  controlled  lines,  twelve  were 
issued  from  1879  to  1890.  Of  these,  four  had  the  tax- 
free  clause  and  eight  had  not.  Of  the  remaining  eleven, 
from  1890  to  1914,  aU  had  tax-free  clauses  except  the 
one  issued  in  1914,  which  was  tax  free  except  as  to  the 
Federal  Income  Tax. 

If  these  clauses  were  inserted  through  mere  inertia 
why  were  they  less  prevalent  as  shown  by  the  above 
statement,  and  by  the  statement  made  in  the  Discussion 


between  1871,  the  time  of  the  expiration  of  the  Federal 
Income  Tax  Law^  and  1890?  And  why  are  they  com- 
mon from  1890  until  now?  About  1890  agitation  for  an 
income  tax  law  commenced  and  provisions  weii^e  inserted 
for  a  progressive  income  tax  in  the  platform  of  the  Pop- 
ulist party  imd  sncli  a  law  was  advocated  in  farmers ' 
conventions.  This  caused  apprehension  in  the  minds 
of  dealers  in  corporate  bonds  that  an  income  tax  law. 
might  be  passed  and  having  in  mind  the  provisions  of 
the  Civil  War  Acts  by  which  bondholders  were  taxed  at 
the  source  on  their  bond  interest,  they  inserted  this 
clause  in  bonds  issued  from  1890  onward.  Some  cor- 
porations, however,  were  able  to  float  their  bonds  with- 
out the  insertion  of  the  tax-free  clause  in  their  mort- 
gages. The  above  agitation  resulted  in  a  passage  of  the 
income  tax  law  of  1894  and  the  subsequent  decision  iri 
the  case  of  Pollock  v.  Farmers  Lorn  &  Trust  Company 
which  declared  it  unconstitutional.  Immediately  follow- 
ing the  Pollock  case  an  agitation  was  commenced  for  a 
constitutional  amendment  culminating  in  the  adoption  of 
s  the  amendment  and  the  passage  of  the  Federal  Income 
Tax  Law  of  1913.  There  has  been  hardly  a  time  since 
1890  when  the  agitation  for  the  income  tax  has  not  been 
a  present  and  prospective  factor  in  corporate  financing. 
The  history  of  the  tax-free  covenant  as  shown  on  the 
above  three  railroad  systems  clearly  bears  this  out.  It 
is  a  significant  fact  that  out  of  9^  issules  of  bonds»  con-* 
ceming  which  statistics  were  obtainable  regarding  tax- 
free  clauses  at  about  the  first  of  the  year  1915,  6,297 
contained  the  tax-free  clause  and  2,911  did  not.  If  a  com- 
munity were  fortunate  enough  to  escape  the  burning  of 
a  single  building  over  a  period  of  years  would  the 
owners  of  the  buUdiags  in  that  community  be  considered 
the  victims  of  * '  inertia ' '  because  of  continuing  to  carry 
fire  insurance  t 
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8.  Discussion,  p.  21.  ''Of  course  since  the  en. 
actment  of  the  present  law,  which  followed  almost 
immediately,  the  making  of  such  contracts  is  ex- 
pressly forbidden.'* 

Answer  :  There  has  been  much  doubt  in  the  minds  of 
lawyers  versed  in  corporation  bond  law  as  to  whether 
or  not  the  present  act  does  prohibit  tax-free  contracts. 
While  we  have  not  had  an  opportunity  to  examine  any 
considerable  portion  of  mortgages  executed  since  the 
Federal  Income  Tax  Law  went  into  effect,  it  is  significant 
to  note  ^at  of  178  corporate  bond  issues  brought  out  in 
1915,  100  of  them  contained  no  tax-free  provision  and 
78  of  them  contained  such  a  provision.  It  is  further  in- 
teresting to  note  that  of  the  100  failing  to  contain  a 
tai-free  provision,  51  were  railroad  issues,  and  of  the 
78  containing  a  tax-free  provision,  only  11  were  rail- 
road issues. 

9.   Discussion,  p.  22.    "We  are  aware  also  that 
attention  has  been  called  to  the  prices  of  certain  is- 
sues consisting  of  two  forms  of  corporate  bonds 
whidL  are  identical  in  all  other  respects,  both  as  to 
rate  of  interest,  date  of  maturity,  security,  etc,  and 
differ  only  in  that  some  portions  of  such  issue  con- 
tain, and  others  do  not  contain,  the  tax-free  covenant 
as  to  the  present  tax.  It  is  claimed  that  these  prices 
show  that  the  contract  has  a  present  value  and  that 
presumptively,  therefore,  value  was  paid  for  it  when 
made.   One  such  issue  is  the  Chicago  and  North- 
western Railway  Four  Per  Gent.  General  Mortgage 
Bonds,  maturing  in  1987.   Certain  of  these  bonds  is- 
sued prior  to  October  3,  1913,  contain  the  usual  tax- 
free  clause.    Certain  others,  secured  by  the  same 
mortgage,  but  issued  subsequent  to  that  date,  are 
non-tax-free  as  to  the  Federal  Income  Tax.  These 
bonds  are  said  to  be  quoted  at  a  price  for  the  tax-free 
about  one  per  cent,  in  excess  of  the  price  for  the 
non-tax-free  bonds.  An  examination  of  the  published 
quotations  of  prices  at  which  these  particular  bonds 
have  sold  since  the  first  of  January,  1916,  shows 
that  the  highest  price  during  this  period  for  the  non* 
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tax-free  bonds  is  96,  while  the  highest  price  for  the 
tax-free  bonds  is  95f .  If  the  argument  advanced  is 
sound,  it  would  seem  that  the  tax-free  bonds  should 
liave  sold  at  a  snbstantially  higher  price  than  the 
non-tax-free  bonds.  The  quotations  certainly  do  not 
seem  to  support  this  view.'* 

AirswBR :  An  examination  of  the  quotations  on  these 
bonds  from  the  time  of  the  re-opening  of  the  Stock  Ex- 
change in  January,  1915,  to  June  18,  1916,  as  shown  by 
the  Commercial  and  Financial  Chronicle  establishes 
eleaily  that  the  tax-free  bonds  sell  higher  than  the  non- 
tax-free bonds  of  the  same  issue.  The  prices  quoted  in 
the  Discussion  are  the  high  range  prices  for  the  year 
1916  and  are  worthless  for  purposes  of  comparison. 
The  sale  and  bid  prices  from  week  to  week  where  si- 
multaneous quotations  occur  should  be  used  to  determine 
the  facts.  Prior  to  the  opening  of  the  Stock  Exchange 
-  after  the  war,  tax-free  bonds  and  non-tax-free  bonds  of 
this  issue  were  not  quoted  separately.  The  Chronicle  of 
December  12, 1914,  quotes  a  sale  of  these  bonds  tax-free 
at  89i,  and  on  tiie  same  day  non-tax-free  bonds  at  89. 
The  following  quotations  on  the  following  dates  indicate 
the  general  trend  of  the  comparative  prices  of  these 
bonds : 


Date 

Tax-Free 

Non-Tax-Free 

February 

11,  1915 

Bid  921 

Sale  92f 

February 

19,  1915 

Bid  92f 

Sale  921 

February 

26,  1915 

Bid  921 

Bid  90| 

March 

5,  1915 

Bid  92| 

Bid  91i 

March 

12,  1915 

Bid  93i 

Bid  91^ 

March 

26,  1915 

Bid  92f 

Bid  90i 

April 

1,  1915 

Sale  94 

Bid  92 

May 

7,  1915 

Sale  94 

Bid  93 

May 

14,  1915 

Bid  94 

Bid  92 

May 

21,  1915 

Sale  m 

Bid  m 

June 

4,  1915 

Bid  94i 

Sale  93| 

June 

25,  1915 

Sale  93| 

Bid  92 

August 

6,  1915 

Bid  93i 

Bid  92 

December 

3,  1915 

Bid  96 

Bid  95 

February 

11,  1916 

Sale  95 

Sale  94 
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The  quotations  shown  on  dates  selected  at  random 
sufficiently  refute  the  figures  cited  in  the  Discussion 
and  the  difference  in  price  between  the  tax-free  and  non- 
tax-free bonds  indicates  emphatically  the  value  pf  the 
covenant  and  the  truth  of  our  contention. 

10.  DiscxssTON,  p.  23:  "If,  prior  to  the  effective 
date  of  the  act,  bondholders  paid  an  additional 
price  for  the  tax-free  covenants  as  a  sort  of  insur- 
ance against  the  possibility  that  at  some  time  or 
other  in  the  future  a  tax  would  be  levied  collectible 
at  the  source,  why  should  not  the  oorppration  which 
purchases  bonds  at  the  present  time  be  also  willing 
to  pay  an  additional  price  as  a  protection  against 
the  possibility  that  in  the  future  the  tax  might  be 
collected  at  the  source  against  corporations  as  well 
as  against  individuidsf" 

Aksweb:   The  Discussion  asks  the  question  as  if  it 

were  stating  its  substance  as  a  fact.  In  reality  corpo- 
rations purchasing  bonds  even  for  their  own  use  seri- 
ously consider  this  matter  and  consider  the  tax-free 
covenant  an  important  element  in  judging  the  price. 
Where  they  are  purchasing  only  for  resale,  they  con- 
sider the  tax-free  clause  as  one  of  the  most  important 
elements  in  fixing  the  price  of  purchase.  A  cursory 
examination  of  the  advertisements  and  bond  circulars 
of  the  principal  bond  selling  bankers  and  firms  through- 
out the  United  States  and  the  maimer  in  which  the  pay- 
ment of  the  income  tax  is  emphasized  in  these  cireulars 
is  a  snfficient  answer  to  the  query  or  to  the  statement, 
if  it  is  intended  to  be  one. 

11.  Discussion,  p.  23:  *'It  may  well  be  that  an 
individual  who  to-day  purchases  bonds  knowing 
that  he  is  now  subject  to  coUeotion  at  the  source  of 

the  one  per  cent,  normal  income  tax  may  be  willing 
to  pay  slightly  more  for  a  bond  which  contains  a 
covenant  which  relieves  him  from  the  certainty  of 
the  present  tax.  We  do  not  wish  to  be  understood 
as  claiming  tiiiat  he  would  not  pay  something  for  tihe 
exemption. ' ' 
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Aitswbb:  This  statement  made  in  the  Disoussiok 
clearly  indicates  that  its  writers  realize  the  futility  of 
the  argument  attempted  to  be  advanced  in  it  and  that 
their  case  is  without  foundation. 

12.  Discussion,  p.  27:  **The  Government  is 
doubtless  collecting  the  thousands  of  dollars  from 
debtor  corporations  which  represent  taxes  computed 
on  amounts  of  gross  income  of  bondholders  who 
have,  to  the  extent  of  all  or  part  of  the  payments^ 
no  taxable  net  income  whatever.'* 

Answeb:   No  cases  are  cited  in  the  Disoussiozr  or 

estimates  made  either  at  large  or  on  the  part  of  any 
specific  corporation  to  show  that  the  practice  is  at  all 
general  or  has  reached  any  appreciable  amount.  We 
think,  from  onr  experience  in  handling  income  tax  cer- 
tificates for  thousands  of  bondholders  and  from  the  ex- 
perience of  other  banks  with  whom  we  have  discass^^ 
the  subject,  that  the  great  majority  of  bondholders  are 
fair  in  claiming  their  exemptions  and  if  they  are  not 
subject  to  the  income  tax  have  no  reason  to  and  do  not 
attempt  to  %ake  adhrantage  of  the  tax-free  dovenant. 

The  individual,  however,  who  has  two  or  more  classes 

of  income,  all  of  which  are  taxable,  undoubtedly  does  ex- 
erdse  his  privilege  to  use  tiie  tax-free  covenant  and 
there  is  no  reason  why  he  should  not  if  he  so 
chooses.  The  covenant  was  made  for  his  advantage  and 
benefit  and  he  has  a  legal  and  moral  right  to  use  it.  We 
have  heard  little  complaint  of  this  character  except 
through  the  efforts  of  those  corporations  who  seem  to  be , 
working  together  under  a  short  sighted  and  economi- 
cally mistaken  policy  with  the  idea  they  are  saving 
money  by  preventing  the  use  of  the  tax-free  covenant. 

13.  Discussion,  p.  27:  ''Yet  the  effect  of  the  tax- 
free  contracts  coupled  with  the  provisions  for  col- 
lection at  the  source  do  enable  this  class  of  in- 
come" (fixed  investments  of  wealth  in  corporate 
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securities)  "not  only  to  escape  taxation  but  to  shift 
the  burden  of  taxation  which  it  was  intended  that 
its  recipient  should  bear,  upon  an  entirely  different 
portion  of  the  community." 

Answer  :  Only  the  normal  tax  is  affected  by  the  tax- 
free  covenant.  If  an  individual's  wealth  in  investments 
of  this  character  return  him  an  income  of  over  $20,000 
a  year  it  is  reached  by  the  surtax  with  which  the  tax- 
free  covenant  has  nothing  to  do.  The  surtax  applies 
to  coupons  from  corporate  bonds  as  well  as  the  other 
securities  prescribed  in  the  act. 

14.  Discussion,  p.  28:   ''As  has  been  pointed  out 
by  one  of  the  members  of  the  Committee, 

*The  consequence  is  that  as  the  present  law  com- 
pels these  corporations  to  withhold  the  income  tax 
on  the  coupons,  the  corporations  under  the  tax-free 
clause  have  no  option  but  to  pay  the  tax  them- 
selves. As  a  result  the  government  is  hitting  the 
wrong  man.  It  seeks  to  impose  the  tax  upon  the 
bondholder;  in  ^ffect,  it  knulcts  the  jeorporation. 
Under  the  present  situation,  the  tax  due  by  snolh 
corporate  bondholders  is  paid  by  the  stockholders.' 
(Seligman,  Th^  Income  Tax,  page  695.)  '* 

Answer  :  The  corporations  agreed  to  pay  the  normal 
tax  and  sold  their  bonds  on  that  basis.  This  being  true 
how  can  it  be  said  that  they  are  "mulcted"!  The  tax 
has  been  capitalized  and  paid  for.  The  use  of  exemption 
certificates  is  driving  investors  to  place  their  money  in 
corporate  stocks,  municipal  bonds  and  mortgage  notes 
where  no  certificates  or  disclosure  at  the  source  is  re- 
quired. The  tax-free  danse  is,  outside  of  a  sufficient 
interest  rate,  the  only  argument  left  as  an  offset  or  in- 
ducement that  may  be  offered  to  hold  the  investor  in 
corporation  bonds.  The  abolition  of  this  clause  will 
seriously  narrow  the  market  for  saok  bonds.  If  this  in- 
ducement is  taken  away  the  only  practical  recourse 
would  be  to  raise  the  interest  rate  on  corporate  bonds. 
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The  stockholders  and  directors  of  most  corporations  are 
glad  to  pay  for  the  privilege  of  retaining  a  proper  mar- 
ket for  their  honds.  There  seems  to  he  no  reason  why 
the  borrower  by  means  of  corporate  bonds  who  sees  the 
market  for  his  secnrities  constantly  narrowed  by  the 
effect  of  the  Income  Tax  Law  and  who  sees  as  an  alter- 
native a  raise  in  the  rate  he  mnst  pay  on  his  securities 
in  order  to  equalize  the  market  as  against  other  securi- 
ties mentioned,  should  not  be  allowed  to  equalize  the  sit- 
uation by  private  contract  which  meets  with  no  objec- 
tion by  anyone  but  a  class  of  corporations  whose  mar- 
ket is  most  stable  and  least  affected  by  the  situation. 
The  larger  industrial  corporations  and  public  utility 
corporations  and  even  many  railroad  corporations  have 
had  a  broad  enough  vision  of  the  finandal  situation 
created  by  the  act  to  see  its  effects  and  to  agree  volun- 
tarily, since  the  act  has  gone  into  eflFeet,  to  pay  the 
normal  tax  upon  interest  on  their  bonds.  Drawing  il- 
lustrations from  only  a  few  ot  our  own  experiences  we 
may  say  that  Swift  &  Company  in  putting  out  its  issue 
of  125,000,000  of  bonds  last  year  took  this  position  with- 
out a  moment's  hesitation.  The  J.  I.  Case  Threshing 
Machine  Company  who  issued  $12,000,000  of  bonds  in 
1914  took  the  position  at  first  that  they  proposed  not  to 
pay  the  normal  tax  because  of  their  doubt  as  to  the 
validity  of  such  a  contract,  but  many  of  their  bondholdr 
ers,  before  the  first  interest  payment,  started  so  much 
correspondence  on^the  subject  that  when  the  company 
saw  how  the  situation  was  affecting  the  market  of  its 
securities  it  voluntarily  changed  its  position  and  agreed 
to  pay  its  coupons  tax-free. 

The  Commonwealth  Edison  Company,  which  supplies  ^ 
the  great  part  of  the  electric  lighting  and  power  in  the 
City  of  Chicago  has  outstanding  $34,600,000  of  its  First 
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Mortgage  Gold  Bonds  dated  September  1,  1908.  There 
was  great  doubt  whether  or  not  the  mortgage  securing 
these  bonds  provided  a  tax-free  covenant.  Appreciat- 
ing the  desirabihty,  however,  of  maintaining  the  mar- 
ket for  its  bonds,  this  company,  before  its  first  interest 
date  after  the  income  tax  law  was  passed,  published 
the  following  advertisement  in  the  Chicago  press: 

"Commonwealth  Edison  Company 

Inth&bbt 

The  semiannual  interest  due  March  1,  1914,  on 
the  First  Mortgage  Gold  Bonds  of  this  Company  is 
payable  at  the  Illinois  Trust  and  Savings  Bank  on 
and  after  that  date.  Such  interest  will  be  paid  in 
full,  and  where  the  provisions  of  the  Federal  In- 
come Tax  Law  relative  to  the  deductions  of  the  so- 
called  normal  tax  requires  said  tax  to  be  deducted 
from  such  interest  because  the  bondholder  is  tax- 
able, sudi  deduction  will  be  made  good  by  the  Com- 
pany. 

COMMOBWEAIiTH  EdiSON  CoMPANY, 

Edwabi>  J.  Doyle, 
Treasurer." 

The  Commonwealth  Electric  Company,  having  an  is- 
sue of  $8,000,000  of  bonds,  published  practically  the  same 
announcement.  Other  instances  might  be  cited  in  which 
large  corporations  have  f  ollowfed  the  same  coarse.  The 
agents  of  the  stockholders — the  directors — (most  of 
whom  are  large  stot^holders)  of  these  corporations  are 
men  o^  business  ability  and  acumen  and  think  they  are 
benefiting  and  not  "mulcting"  their  stockholders  by 
such  a  course. 
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V, 

COST  OF  ADMnfriSTRATIOir  OP  COLLECTION  AT  SOUKCE. 

1.  Discussion,  p.  29:  "It  will  thus  be  seen  that 
the  Treasury  Department  singles  out  and  especially 
condemns  the  withholding  features  of  the  present 
law." 

Answeb:  From  all  the  information  we  can  obtain 
the  Secretary  of  the  Treasury  in  making*  the  recommen- 
dation referred  to  in  the  Discussion  did  so  as  a  result 
of  general  impressions  in  the  Internal  Revenue  Depart- 
ment. In  our  opinion  the  system  had  not  been  in  opera- 
tion suflSciently  to  afford  an  experience  broad  enough 
to  be  a  basis  for  the  recommendation  above  referred  to. 
The  Commissioner  of  Internal  Revenue  said  in  his  an- 
nual report  for  the  JOiscal  year  ended  June  30, 1915,  page 
23: 

"The  information  to  be  obtained  from  individual 
returns  as  now  required  by  law,  in  conjunction  with 
the  withholding  features  of  the  law,  is  so  incomplete 

as  to  the  gross  incomes  received  by  individuals  that 
it  would  be  difficult  to  make  a  statistical  report  that 
would  be  of  practical  value  to  those  concerned  in 
problems  of  taxation  or  other  economic  questions,'* 

2.  Discussion,  p.  30:  "The  ratio  of  cost  of  tax 
coUected  or  assumed  ran  all  the  way  from  2  per 
cent,  to  50  per  cent,  and  the  average  for  1914  was 
approximately  15  per  cent.'* 

Answer  :  We  think  that  a  cost  of  from  fifteen  to  fifty 
per  cent,  upon  the  corporation  collecting  the  normal  tax 
upon  interest  coupons  does  not  denote  an  oppressive 
state  of  facts  if  either  collection-at-souree  or  infonna- 
tion-at-source  is  to  be  retained  as  an  administrative 
feature  under  the  Income  Tax  Law.  We  wjould  prefer 
the  abolition  of  both  systems,  but  we  concede  that  as  tax- 
ation is  regarded  in  the  United  States  probably  the  €ol- 
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lection-at-source  system  will  have  to  be  retained.  The 
general  charge  by  fiscal  agents  is  from  one-sixteentii  to 
one-eighth  of  one  per  cent,  on  the  amount  of  coupons 
paid.  On  a  $10,000,000  bond  issue  of  five  per  cent,  bonds 
the  annual  interest  would  be  |500,000.  The  fiscal 
agent's  charge  at  the  above  rate  of  one-eighth  of  one  per 
cent,  would  be  $625.00  per  year.  The  normal  tax  on  the 
above  interest  would  be  $5,000  a  year.  If  this  corpora- 
tion is  a  railroad  corporation  it  saves,  on  a  basis  of 
average  investigations  mtade,  about  seventy-five  per  cent, 
of  this  $5,000,  or  $3,750,  leaving  $1,250  of  tax  to  be  paid 
under  its  tax-free  covenant.  On  the  basis  of  the  above 
charge  this  would  cost  the  corporation  for  administra- 
tion about  fifty  per  cent  of  the  tax  collected.  In  the 
case  of  industrial  and  many  public  utility  corporations, 
investigation  shows  that  about  fifty  per  cent,  or  $2,500, 
of  the  $5,000  would  be  saved,  and  in  such  case  the  col- 
lection cost  would  be  about  twenty-five  per  cent,  of  the 
tax  collected.  The  distinction  between  industrial  and 
railroad  costs  is  due  to  the  fact  that  the  riolroads  have 
a  broader  and  more  established  market  for  their  securi- 
ties and  they  place  them  in  large  blocks  in  corporations 
such  as  savings  banks,  trust  companies  and  insurance 
companies  and  with  non-resident  aliens  who  are  unable 
to  take  advantage  of  the  tax-free  clause. 

A  great  part  of  the  cost  of  administi^tion  of  the  tax 
has  been  brought  on  by  the  corporations  themselves. 
The  law  originally  contemplated  certificates  of  exemp- 
tion to  be  filed  only  Wthen  exemption  was  claimed.  In 
order  to  save  the  burden  of  the  tax-free  clauses  the  cor- 
porations sent  their  representatives  to  the  Treasury 
Department  at  the  time  the  first  regulations  were  being 
framed  and  asked  that  a  compulsory  ruling  be  made 
requiring  certificates  to  be  filed  with  all  coupons  'from 


corporation  bonds.   We  do  not  complain  of  this,  but  it 
resulted  in  a  more  compUoated  system  of  administra- 
tion.  The  result  is  that  the  higher  the  cost  in  propor^ 
tion  to  the  tax  collected  the  more  the  corporations  save 
on  their  tax-free  covenants.    In  the  above  illustration 
the  corporation  paid  $625.00  annually  to  save  $3,750  in 
one  case,  and  $2,500  in  the  other.   Certificates  under  in^ 
formation-at-sonrce  system  wonld  cost  practically  as 
much  to  handle,  but  suppose  they  cost  only  one-half  as 
much,  then  the  corporation  wonld  be  charged  $312.50 
annually  to  save  $5,000  or  the  full  normal  income  tax, 
because  under  the  inf  ormation-at-sonree  system  the  tax- 
free  covenant  would  not  be  effective.   This  would  be  a 
cost  of  $312.50  a  year  for  the  coUeotion  of  no  tax  at  alL 
We  do  not  know,  what  fearful  rate  of  cost  the  propo- 
nents of  the  Discussion  wonld  complain  of  in  such  case, 
but  they  seem  perfectly  satisfied  to  endeavor  to  bring 
about  such  a  condition.  As  a  matter  of  fact  most  of  the 
large  industrial  and  public  utility  corporations  are  glad 
to  pay  the  normal  tax  together  with  the  collection  cost 
in  order  to  save  the  market  for  their  bonds  and  to  put 
their  bonds  on  a  nearer  equality  with  stocks,  municipal 
bonds  and  mortgage  notes  in  the  eyes  of  the  investor. 
Using  the  above  illustration  as  a  basis,  the  cost  to  the 
corporation,  if  a  railroad  corporation,  of  assuming  the 
normal  tax  plus  the  cost  of  administration  would  be 
about  5.019  per  cent,  on  its  bonds  annually ;  and  if  the 
above  corporation  Ss  an  induatrial  joorporation,  such 
cost  would  be  about  5.031  per  cent,  on  its  bonds  annually. 
In  our  opinion  this  increase  over  their  interest  charge 
is  what  the  corporations  ought  to  be  glad  to  pay  to 
equalize  the  market  for  their  bonds.  We  think  that  if 
the  tax-free  covenant  benefit  were  lost  that  corporations 
would  have  to  increase  their  interest  rates  more  than 
this  to  effect  such  an  equalization. 
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3.   Discussion,  p.  31:   "Enough  has  been  said 

we  think  to  demonstrate  our  contention  that  at  least 

in  the  case  of  bond  interest  the  present  system  of 
withholding  should  be  abandoned  and  some  less  ex- 
pensive method  substituted. ' ' 

Answbe:  little  has  been  said  in  the  Discussion  re- 
garding the  withholding  on  rents,  salaries  and  other 
fixed  and  determinable  annual  incomes.  The  withhold- 
ers  in  these  cases  seem  to  be  left  without  champions. 
The  Discussion  recognizes  the  elusive  character  of  bond 
coupon  income  and  is  obliged  to  recommend  a  clumsy 
and  inefficient  system  of  information-at-source  casting 
additional  burdens  on  withholding  agents  of  this  and 
other  income  in  order  to  escape  the  effect  of  the  tax- 
free  covenant. 

> 

VI. 

BECOMMENDATION  OF  INFORMATION  AT  SOURCE. 

1.  Discussion,  p.  32:  ''The  Connnittee  has 
recommended  the  substitution  of  what  has  been 
termed  information-at-source.  As  the  name  implies, 
this  aid  to  the  collection  of  personal  income  tax  is 
nothing  but  the  using  of  the  most  natural  method." 

Answer  :  Under  the  present  law  and  regulations  the 
source  is  fairly  well  defined.  In  cases  of  miscellaneous 
income  and  income  received  through  fiduciaries,  with- 
holding is  required  only  where  the  payments  exceed 
$3,000.  In  the  case  of  interest  on  corporate  or  other  ob- 
ligations of  a  certain  character  and  in  the  case  of  what 
is  known  as  "foreign  items,"  the  deduction  is  made  ir- 
respective of  the  amount  of  payment.  This  distinction 
has  been  made  after  a  careful  study  by  the  framers  of 
the  act  of  the  responsibility  of  the  source  of  income  in 
each  of  these  classes  and  the  facility  with  which  the 
deduction  and  collection  could  be  made.  It  results  that 
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under  the  present  plan  deduction  is  the  first  considerar 
tion  and  information  is  the  second.   If  information-at- 
source  were  substituted,  the  fact  that  information  would 
be  the  sole  consideration  would  destroy  the  reason  for 
the  distinction  between  income  payments  of  over  $3,000 
and  those  of  less  amount.   If  information  is  the  sole 
consideration  the  logical  conclusion  is  that  the  informa- 
tion must  be  as  complete  as  practicable.   If  it  is  not 
complete,  it  is  practically  worthless.   It  would  still  be 
necessary  for  the  Government  to  obtain  information  as 
to  the  ownership  of  the  enormous  income  payments 
represented  by  bearer  coupons.    If  information  were 
substituted  for  deduction,  all  income  must  be  placed  in 
substantially  the  same  class  as  that  from  corporation 
bonds  and  foreign  items.   It  would  cause  the  limit  of 
$3,000  to  be  r«Qaoved  in  the  case  of  miscellaneous  income 
and  income  received  through  fiduciaries.   It  would  fol- 
low that  payments  of  rent,  interest  on  mortgage  notes 
and  commercial  paper,  salaries,  wages,  and  pther  fixed 
paym^ts,  would  necessitate  information  certificates  at 
the  source  of  payment.   If  this  were  so  the  returns  to 
the  Treasury  Department  would  be  enormously  multi- 
plied and  the  burden  and  cost  to  the  Government  and  in- 
dividuals would  be  enormously  increased.    All  persons 
who  now  make  returns  to  the  source  would  still  have  to 
make  returns,  and  additional  returns  would  be  repre- 
sented by  the  great  mass  of  payments  which  run  from 
$3,000  down  to  the  necessary  minimum  limit.   The  Na^ 
tional  Tax  Association  in  the  report  of  its  Committ^ 
r^ognized  this  diffculty  and  suggested  that  the  limit 
would  have  to  be  lowered  to  about  $800.  The  Treasury 
Department  ofifiieials,  without  prejudice  and  in  informal* 
discussion,  have  recognized  this  difficulty  and  have  sug- 
gested that  the  limit  would  have  to  be  reduced  to  some- 
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Avliere  around  $1,000.    Information-at-source  means  in- 
f ormation  from  the  source  of  income.   Tlie  source  has 
no  knowledge  of  the  ownership  of  income  in  most  cases, 
except  as  it  is  furnished  hy  the  income  owner  and  in  or- 
der to  make  any  representation  to  the  Government  that 
wonld  be  at  all  accurate,  the  source  must  be  furnished 
the  information  by  the  owner.    The  great  volume  of 
such  information  would  have  to  be  furnished  by  the 
owners  of  interest  coupons  payable  to  bearer.   It  would 
be  impracticable  to  obtain  this  information  except  by 
certificates  or  other  information  statements  accompany- 
ing the  coupons  or  other  items.  This  would  require,  so 
far  as  these  particular  items  are  concerned,  as  much 
work  as  at  the  present  tune  except  that  of  computing 
and  making  deductions,  which,  in  our  experience,  is  a 
very  small  proportion  of  the  cost  involved.  The  exami- 
nation of  statements  to  ascertain  compliance  with  the 
regulations  would  still  be  necessary  by  the  source.  The 
cost  to  corporations  paying  coupons  and  like  obligations 
would  probably  be  lessened  very  little  and  the  paying 
agents  would  still  have  the  burden  of  the  work  and 
would  be  obliged  to  pass  tiie  added  expense  to  their 
principals.   In  order  to  enforce  the  provisions  for  fur- 
nishing information  statements  in  the  case  of  bearer 
coTipon  payments  and  other  income  payments  of  the 
character  not  disclosing  the  owner,  it  would  be  neces- 
sary that  some  penalty  be  provided  for  refusal  or  neg- 
lect to  furnish  the  information.   The  practical  woi^ing 
penalty  at  the  present  time  is  that  of  having  the  normal 
tax  deducted.  If  this  were  still  to  be  exacted  it  mi^t 
render  deduction  necessary  in  some  cases  with  the  re- 
sult that  the  various  sources  would  be  obliged  to  hold 
out  and  return  to  the  Government  various  sums  of  small 
amount  wihidi  would  call  for  ahuost  as  mu<di  working 
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machinery  as  is  required  by  wholesale  deductions  under 
the  present  plan.  About  the  onlj  other  praetioal  rem- 
edy available  would  be  refusal  of  payment  of  the  items, 
which  would  engender  friction  and  delay  in  handling 
such  transactions  and  would  disturb  the  business  rela- 
tions between  the  source  and  owner  of  the  inc(me,  which 
is  a  standing  source  of  friction  even  under  the  present 
plan. 

2.  Dtscussio^t,  p.  34:  "Under  a  system  of  infor- 
mation-at-source,  only  one  form  would  be  required 
instead  of  the  seventeen  forms  above  mentioned. 
Furthermore,  the  matter  in  the  single  form  would 
be  considerably  cut  down  by  reason  of  the  fact  tiiat 
it  would  not  be  necessary  to  incorporate  any  matter 
with  reference  to  a  claim  or  otherwise  of  individual 
exemption." 

Answer:  Of  the  forms  referred  to  in  the  Discussion 
only  nine  are  exemption  certificates  relating  to  coupons 
on  corporation  bonds.  Those  shown  as  numbers  1007 
and  1008  relate  to  miscellaneous  income,  and  forms 
numbers  1012,  1012a,  1012b,  1012c  and  1012d  are  only 
pages  of  one  monthly  return  wSiich  is  really  a  letter  from 
the  fiscal  agent  to  the  Government  transmitting  the  cer- 
tificates and  showing  the  tax  withheld.  The  Discussioiir 
in  this  connection  fails  to  refer  to  the  most  important 
part  of  the  certificate  system,  that  is  the  color  scheme 
by  which  the  fiscal  agent  in  determining  whether  to 
withhold  or  not  to  withhold  the  tax  is  governed  by  the 
color  and  not  the  form  of  certificate.  All  certificates 
daiming  exemption  are  piinted  on  yellow  paper  and  all 
those  not  claiming  exemption  are  printed  on  white  pa- 
per. The  fiscal  agent  In  receiving  a  certificate  first  de- 
termines that  it  is  properly  made  out.  He  secondly  de- 
termines whether  or  not  it  does  or  does  not  daii^  exs 
emption.  This  he  can  determine  by  the  color  of  the  cer- 
tificate alone  and  so  far  as  the  fiscal  agent  is  concerned, 
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although  nine  different  kinds  of  certificates  are  used, 
the  effect  is  the  use  of  only  two.  In  this  connection  we 
are  of  the  firm  opinion  that  the  complexity  and  cost  of 
the  exemption  certificate  situation  can  be  materially  re- 
duced. A  special  committee  of  the  Investment  Bankers 
Association  has  under  consideration  at  the  present  time 
plans  which  the  Treasury  Department  is  inclined  to 
consider  favorably,  which  we  think  will  reduce  the  cost 
and  wlork  in  handling  these  certificates  and  will  simplify 
the  situation.  The  substitution  of  inf  ormation-at-source 
for  deduction-at-source  would  mean  more  work  for  the 
Gk>vermnent  but  the  debtor  corporation  would  eliminate 
only  the  cost  of  the  tax-free  covenant  and  handling  of 
the  tax  collected.  The  Government  is  getting  the  taa 
and  information  under  the  present  plan  and  at  a  prob- 
ably higher  cost  would  get  only  mformation  wader  the 
proposed  substitute. 

3.  BjaavBsioK,  p.  36:  **By  requiring  the  certifi- 
cates or  reports  in  every  case  of  payment  of  inter- 
est on  corporate  bonds  and  similar  obligations  and 
by  fixing  at  say  two-thirds  of  the  minimum  exemp- 
tion the  amount  to  be  reported  of  income  of  other 
character,  the  Department  will  be  in  possession  of 
considerable  more  information  than  it  possesses  at 
the  present  time." 

Akswbb:  It  is  to  be  noted  that  the  recommendations 

of  the  proponents  of  the  Discussion  recognize  the  neces- 
sity of  using  more  certificates  and  that  they  do  not 
agree  with  the  recommendations  of  their  own  tax  com- 
mittee nor  with  the  ideas  of  the  Treasury  Department. 
This  point  has  been  fully  discussed  in  the  next  preceding 

paragraph  numbered  1  of  this  Answer. 


CONGLUSION. 

The  AnswEie  has  endeavored,  to  consider  only  the  prin- 
cipal points  mitde  in  the  Discussion.  The  Answer  is 
naturally  made  to  controvert  the  statements  in  the  Dis- 
cussion, but  it  is  done  because  we  consider  that  the  situ- 
ation is  a  very  serious  one  as  affecting  the  market  in 
the  United  States  for  bonds  of  corporations. 

1.  We  beUeve  that  colleetion-at-sonrce  as  adminis- 

tefed  in  the  Federal  Act  does  not  affect  the  levying  of 
taxes  according  to  the  ability  of  the  taxpayer. 

2.  We  assume  that  collection-at-source  is  necessary 
on  account  of  the  disposition  of  taxpayers  to  understate 
or  misstate  income. 

3.  We  do  not  thiuk,  if  either  coUection-at-source  oi; 
information-at-sonice  is  necessary,  that  colleetion-at- 
source  results  in  any  more  complication,  hardship  and 
unwarranted  expense  than  tiie  economic  situation  ren- 
ders necessary. 

4.  In  our  opinion  the  tax-free  covenants  do  not  cause 
a  shifting  of  the  tax  as  snch  an  expression  is  understood 
by  economists,  but  causes  a  proper  capitalization  of  the 
tax  rendered  XKeeessary  by  the  ecsonomic  situation  cre- 
ated by  the  Income  Tax  Law. 

5.  If  Congress  considers  that  the  expense  and  cost 
of  administering  the  coUection-at-source  feature  of  the 
income  tax  law  is  practically  the  same  as  that  ,  of  infor- 
mation-at-source,  then  it  should  consider  the  effect  of 
the  two  systems  upon  the  corporations  throughout  the 
United  States  in  conducting  their  financing. 

6.  We  think  information-at-source  will  have  the  effect 
of  further  narrowdng  the  market  for  corporation  bonds, 
which  will  probably  result  in  the  increase  in  rates  of  in- 
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terest  that  corporations  must  pay  on  fheir  bonds  effec- 
tive long  after  a  possible  repeal  of  the  act,  and  that  it 

will  cost  the  Government  practically  as  much  as  the  pres- 
ent system. 

7.  Information-at-source  will  necessitate  all  of  the 
machinery  employed  in  collection-at-source  and  in  ad- 

.  dition  will  cause  enormous  numbers  of  persons  who  do 
not  have  to  disclose  at  the  source,  to  make  disclosures, 
thus  increasing  public  irritation  against  the  law  with- 
out any  appreciable  benefit  over  the  present  system  and 
without  relieving  any  of  its  present  complications. 

8.  The  Government  by  the  present  plan  obtains  both 
the  collection  of  a  substantial  part  of  the  tax  and  infor- 
mation which  enables  it  to  check  aU  of  the  present  re- 
turns. Why  should  it  abandon  sndi  a  systou  for  one 
which  will  cause  more  widespread  dissatisfaction  regard- 
ing tilie  act  and  give  the  Government  only  one  of  the  re- 
turns, that  is,  information,  which  it  is  getting  at  the 
present  time,  and  which  wiU  have  a  serious  effect  upon 
corporate  financing  in  the  United  States? 

9.  We  think  Congress  should  repeal  the  provision  in 
the  act  which  some  lawyers  think  prevents  the  tax-free 
clause  in  bonds  issued  after  the  act  goes  into  effect,  and 
should  leave  this  to  be  a  matter  of  adjustment  between 
bondholders  and  the  borrowing  corporations. 

10.  We  think  there  is  little  demand  for  change  from 

collection-at-source  to  information-at-source,  or  for  the 
prevention  of  the  tax-free  covenants  by  the  law  exeept 

from  a  limited  class  of  corporations. 

Respectfully  submitted  on  behalf  of  The  First  Na- 
tional Bank  of  Chicago,  and  the  First  Trust  and  Savings 
Bank,  Chicago. 

Boy  C.  OsGooiD, 
■  Counsel. 


t 


